ABSTRACT
INTRODUCTION
ith this case, two student interns try to discover the relative merit of comparing EPS and ROE figures across two companies. The interns find that Amazon.com has a greater ROE and that BarnesSister Loreta has been the director of Saint Francis for several years. She looked forward to working with her two new interns and wanted them to work on projects that would benefit the orphanage and challenge the students. One investment related project that Sister Loreta wanted Suzy and Jose to get started on immediately would likely lead to her interns getting the chance to make a presentation to the orphanage's Board of Trustees.
First some facts about Saint Francis before we look into the project that Sister Loreta has in mind for her interns. Saint Francis Orphanage was founded 125 years ago and has 90 beds for teenage girls who are not orphans in the literal sense, but are "orphans of the living." Teenagers can be placed in Saint Francis by social workers to remove them from bad situations, such as living with parents who are drug addicts and abusive. Saint Francis receives about 75% of its funding from federal, state, and county government sources and about 25% of its funding from the United Way and generous donors in the community. The orphanage has a restricted endowment of $30 million that, until recently, was completely managed by an investment firm. Sister Loreta was concerned that the investment firm was charging too much for its services, so she decided to move half of the endowment into a low cost Standard & Poor's 500 index fund and invest the other half in a variety of large blue-chip stocks with a discount broker. The Board of Trustees of the orphanage meets quarterly, and one of its ongoing agenda items is to look at the performance of the investments in the restricted fund.
The orphanage recently received a generous restricted gift of $200,000. Sister Loreta plans on investing half of the money in the index fund and the other half in the common stock of either Amazon.com or Barnes & Noble, neither of which are currently part of the actively managed part of the orphanage's portfolio.
Sister Loreta (while no expert in the stock market) has earned advanced degrees in social work and theology and she has the savvy people skills that have catapulted her into running a multi-million dollar charitable enterprise. She loves working with the local college interns. They are always bright, enthusiastic and eager to learn! Sister Loreta wants Suzy and Jose to perform a financial analysis on both Amazon.com and Barnes & Noble and to report back to her with a recommendation about which company to invest in and why. After reporting to her, Sister Loreta would like the students to make a formal presentation to the Board of Trustees. She thinks that this will be an excellent speaking experience for the students.
Sister Loreta wants Suzy and Jose to emphasize one thing as they research Amazon.com and Barnes & Noble, namely, when looking at some of the financial ratios that her discount broker provided, she noticed that during the last two years Amazon.com has had a higher Return on Equity (ROE) than Barnes & Noble and that Barnes & Noble has had a higher Earnings per Share (EPS) than Amazon.com. The ROE and EPS values that the broker provided for both companies are shown in Table 1 for Fiscal 2007 (the most recent annual report data  available at the time Suzy and Jose did their research) and Table 2 for Fiscal 2006. Sister Loreta is confused about how the ROE versus EPS pattern shown for both Fiscal 2007 and 2006 could exist and whether one of these ratios is a better indicator of profitability than the other. Sister Loreta often wishes that she could work towards an MBA at one of the local universities, but unfortunately she has little "free time" while running Saint Francis to pursue another advanced degree.
Note that Table 1 shows that in fiscal year 2007 Barnes & Noble posted a greater earnings per share (EPS) than Amazon.com ($2.03 versus $1.12), while in this same year Amazon.com earned a greater return on equity (ROE) than Barnes & Noble (39.8% versus 12.7%). This was the pattern that had puzzled Sister Loreta and Table 2 shows that the same pattern existed in the 2006 Fiscal Year. On the first day of their internships, Suzy and Jose met with Sister Loreta and discussed the financial analysis project she had planned for them. At the meeting, it was decided that Suzy would research Amazon.com and Jose would research Barnes & Noble and then they would combine their research into a single report. Suzy and Jose picked several profitability, solvency, and market value related ratios that they believed would help them with their analyses (based on the accounting and finance classes they have taken) and would help supplement the EPS and ROE values that had been received from the broker. Both Suzy and Jose believe that reviewing additional financial analysis ratios will help them to better analyze the two companies and will help them understand why the Amazon.com and Barnes & Noble EPS and ROE ratios seem to be "out of kilter."
Knowing that financial analysts often fixate on EPS numbers, they decided to plot out the EPS figures and other Income Statement data for Amazon.com and Barnes & Noble over the last 5 years. Table 3 below shows the results of this data gathering. Table 4 below). Additionally, they performed a vertical analysis of the comparative company balance sheets (see Table 5 below). Finally, they compared the relative cash flows of the two companies during 2007 (see Table 6 below). The conclusion of your report should clearly indicate which company you believe is a better investment as of the end of fiscal 2007 and should include a clear discussion of how the contradictory ROE and EPS information from the two companies impacted your conclusion.
INSTRUCTOR NOTES
The purpose of this case is to have students perform a basic financial analysis comparing two real life companies (Amazon.com and Barnes & Noble) where a strong emphasis is placed on understanding how ROE and EPS impacts the analysis. Amazon.com and Barnes & Noble were chosen for use in this case because their calculated ROE and EPS values seem to provide contradictory information about the relative profitability of the two companies. Upon completion of this case, students should be able to perform and understand basic ratio analysis and should have a clear understanding of how ROE and EPS should be used. The case requires students to complete four questions. A discussion of how each of these questions should be responded to by the students is shown below.
1.
Please take the roles of the two interns. To begin, compute the following ratios for Fiscal 2007 from the condensed financials to supplement the ROE and EPS ratios already received from the broker:
Profitability Ratios: Profit Margin Ratio, Asset Turnover Ratio, and the Leverage Ratio. Solvency Ratios: Cash Debt Coverage Ratio, Current Ratio, and the Debt to Assets Ratio. Fair Market Value Ratio: Price Earnings Ratio.
Students should be able to compute all the listed ratios using the abbreviated financial statements in the case. The correct values are shown in the Table 7 . Should the instructor wish to only emphasize the analysis of ratios (rather than computation), the following table with the completed ratios can be supplied to the students and Question 1 (in the case) could be deleted.
2.
Prepare a brief explanation of how it is possible for Amazon.com to have a greater ROE while Barnes & Noble has a larger EPS.
Students should be able to note that both the ROE and EPS ratios similarly reflect profits in the numerator, either as total net income (for ROE) or as net income per share (for EPS). On the other hand, these two ratios have quite different approaches to measuring the extent of stockholder investment in a corporation. ROE uses the dollar amount of stockholders' equity (excluding claims by preferred shareholders), while EPS uses the number of common shares outstanding (with the number of common shares outstanding being arbitrary for any company relative to the amount of its stockholders' equity expressed in dollars.) Students should be able to note that a company with a fairly large ROE may still have a rather modest EPS if the company has an unusually large number of common shares outstanding. On the other hand, a company with a modest ROE could show a relatively large EPS if the company chooses to have an unusually low number of common shares outstanding. With this pattern noted, students can point out that it is not really that unusual for one company (Amazon.com in this case) to have a greater ROE and another company (Barnes & Noble) to have a greater EPS. Students will hopefully have already noted (when answering Question 2) that the number of common shares outstanding is arbitrary for companies. Given the arbitrary number of common shares for companies, EPS comparisons across companies can be seen to be meaningless. 1 On the other hand, we hope that students will note that ROE figures can be compared across companies since both the numerator and denominator of this ratio are expressed in dollar terms and are thus not impacted by the arbitrary number of common shares outstanding. With this in mind, Suzy and Jose should focus more on ROE (instead of EPS) in comparing Amazon.com versus Barnes & Noble.
Professors may wish to provide students with a numerical example to demonstrate that ROE comparisons across companies are valid, while EPS comparisons are not. Below we show an example that can be used to supplement in-class discussion concerned with the relative usefulness of ROE and EPS figures when making comparisons across companies.
Example--ROE versus EPS in Cross-Company Comparisons
In Year 1, assume that Company A had $2,500,000 in net income and 1,000,000 common shares outstanding, for $2.50 in EPS. In the same year, assume that Company B had $1,500,000 in net income and 200,000 common shares outstanding, for $7.50 in EPS. Should we be impressed with Company B's larger EPS? Not necessarily. We need more information! Specifically, we need to know the amount of stockholders' equity for both companies in order to determine each company's ROE. If the stockholders' equity for Company A was $10,000,000, and the stockholders' equity for Company B was $30,000,000, Company A has earned an impressive ROE of 25% ($2,500,000 net income divided by $10,000,000 in stockholders' equity), while Company B has earned an unimpressive ROE of 5% ($1,500,000 net income divided by $30,000,000 in stockholders' equity). How can Company A have one-third the EPS of Company B and at the same time have a ROE five times greater than Company B?
The answer is that each company has a significantly different book value per share. While Company A has a book value per share of $10 ($10,000,000 stockholders' equity/1,000,000 common shares outstanding), Company B has a book value per share of $150 ($30,000,000 stockholders' equity/200,000 common shares outstanding). See the reconciliation of EPS, book value per share, and ROE below that shows that ROE multiplied by book value per share equals EPS. The example above illustrates that EPS comparisons should not be made across companies. Company B has a greater EPS than Company A simply because Company B has fewer common shares outstanding and a higher book value per share. EPS has dollars of income (per share) in the numerator divided by an arbitrary number of common shares outstanding in the denominator, making inter-company comparisons meaningless. By contrast, the ROE metric can be compared across companies because both the numerator and the denominator of this ratio are expressed in dollars.
Reconciliation of ROE to EPS
We hope that students at this point understand that EPS comparisons across companies are not meaningful. However, you will want to point out to your students that EPS figures are meaningful when used to track one company's performance over time.
Additionally, EPS is useful as the denominator of the P/E Ratio. Since the numerator of the P/E ratio (fair market value per share) and the denominator (EPS) are both on a per share basis, the number of common shares outstanding does not impact the calculation. In effect, the P/E ratio could be computed as follows: Market Capitalization divided by Net Income and can be safely compared across companies. In this method of calculation, the number of common shares outstanding is not used. In the same way, ROE (net income divided by stockholders' equity) is not impacted by the number of common shares outstanding and can be meaningfully compared across companies.
Students sometimes become confused with why one should avoid making EPS comparisons across companies and yet financial analysts often focus on EPS growth rates across companies. Indeed, while EPS comparisons across companies need to be avoided since the number of common shares outstanding in the denominator is arbitrary, students need to be reminded that EPS is still a valid measure of one company's performance over time. Thus if, for example, the XYZ Company had an EPS of $2.50 per share in Year 1 and $3.50 per share in Year 2, we can assert that the XYZ Company is improving. In intermediate accounting courses, students learn how to retroactively restate prior years' EPS figures to reflect stock dividends and stock splits. This allows an analyst to make "apples to apples" EPS comparisons of one company's performance over time and accurate calculations of EPS growth rates for any company being evaluated.
In summary, although one should avoid comparing raw EPS figures across companies, one can make valid inter-company comparisons if, for example, one company's EPS is growing at, let's say, a 3% snail's pace, while a second company's earnings are growing at a rapid 25% per year. Since stock prices are largely driven by expectations of future earnings, a strong EPS growth rate may indicate high company value to the extent that past earnings trends are expected to continue.
4.
Utilizing your discussion comparing the appropriate usage of EPS and ROE in the prior two questions and the additional ratios computed in the first question, prepare a brief financial analysis report discussing the strengths and weaknesses of Amazon.com versus Barnes & The conclusion of your report should clearly indicate which company you believe is a better investment as of the end of fiscal 2007 and should include a clear discussion of how the contradictory ROE and EPS information from the two companies impacted your conclusion.
Using the information found in the companies' income statements, balance sheets and statements of cash flows for fiscal 2007, students were previously asked to compute various financial ratios to answer Question 1. Overall, students will likely be impressed that Amazon.com appeared to have stronger profitability and solvency ratios (e.g., greater operating cash flows relative to total liabilities) compared with Barnes & Noble. Still the very high P/E Ratio of 82.7 for Amazon.com will appear to be quite expensive for students compared with the modestly priced stock of Barnes & Noble with a P/E Ratio of 16.1.
In the subsections below we share some insights into the profitability, solvency, and fair market value ratios of Amazon.com and Barnes & Noble (with special attention, when appropriate, to the relative value of comparing ROE and EPS figures across companies). As soon as students realize that they should not compare EPS figures across companies, they should be in a better position to complete the comprehensive financial statement analysis requested in Question 4.
Before we provide some insights on the profitability, solvency, and fair market value ratios for this case, we wanted to suggest something that has worked in our classes. We suggest that you add a comment similar to the one below with the case instructions that you provide to students: 
Profitability Analysis
Students should be able to see that Amazon.com's greater ROE in 2007 (relative to Barnes & Noble--39.8% versus 12.7%) was driven (in part) by Amazon.com's greater profit margin ratio (3.2% versus 2.5%) and asset turnover ratio (2.3 versus 1.7) leading to a greater return on assets (7.4% versus 4.3%) for Amazon.com compared with Barnes & Noble (see answer to Question 1).
Any company's profit margin ratio times its asset turnover ratio equals the return on assets for that company. For example, the product of Amazon.com's profit margin ratio of 3.2% times its asset turnover ratio of 2.3 equals its 7.4% return on assets ratio. Both Amazon.com and Barnes & Noble were able to increase their return on equity (ROE) through the use of leverage. For example, if one were to multiply Amazon.com's return on assets ratio of 7.4% by its very high 5.4 leverage ratio the resulting product would be the very impressive ROE of 40.0% (which is rounded up a bit from the previously calculated 39.8%). For Barnes & Noble, its return on assets of 4.3% times its leverage ratio of 3.0 yields a modest ROE of 12.9% (which is rounded up a bit from the previously calculated 12.7%). Note: The US average return on equity in recent decades has been approximately 15-20%. Stickney and Weil (2010) assert that the US average for the leverage ratio has historically been about 2.0 (which corresponds to a 50% debt to assets ratio). Both Amazon.com and Barnes & Noble use more than the average amount of leverage in an attempt to increase ROE. Unfortunately, there is much risk associated with increasing leverage and in an economic downturn a company with considerable leverage will have a greater risk of bankruptcy as it attempts to pay interest and principal on the company's heavy debt load.
Some students may assume that Amazon.com's greater ROE automatically makes it a better investment than Barnes & Noble (noting again that Barnes & Noble's $2.03 EPS cannot be meaningfully compared with Amazon.com's $1.12 EPS), but hopefully other students will suggest that solvency and fair market value ratios also need to be considered before an investment decision is made.
Before we turn our attention to the solvency and fair market value ratios of Amazon.com and Barnes & Noble, we now briefly consider the issue of whether or not it is reasonable to compare EPS growth rates across companies. To try to help guide our students we sometimes direct them to consider the data in Table 3 which shows the sales, net income and EPS for Amazon.com and Barnes & Noble over the last 5 years. Students will notice that Amazon.com is growing rapidly while Barnes & Noble has been fairly static by comparison. Over the last 5 years, Amazon.com has seen a 164% increase in sales, a 1,260% increase in net income, and a 1,300% increase in EPS. By contrast over the last 5 years, Barnes & Noble has experienced a 24% increase in sales, an 11% decrease in net income, and a 2% decrease in net income. At this point, hopefully students will continue to question the value of comparing the relative EPS figures of Amazon.com and Barnes & Noble. Does it really matter that Barnes & Noble has a greater EPS than Amazon.com when Barnes & Noble has such poor sales and earnings growth over the last 5 years? Specifically, students will hopefully see that the higher EPS growth rate and higher ROE for Amazon.com provide support for the market pricing Amazon.com at a much higher multiple of earnings relative to Barnes & Noble.
In addition to analyzing financial ratios, we suggest that students familiarize themselves with the management's discussion and analysis section of each company's annual report to further be able to explain the change in profitability for each company. These same management's discussion and analysis sections can also be used to gain insights into the relative solvency of each company. In the next section, we consider three solvency ratios that students are asked to compute: the cash debt coverage ratio, the current ratio and the debt to assets ratio.
Solvency Analysis
The cash debt coverage ratio (i.e., cash provided by operations divided by total liabilities), is an especially important solvency ratio as it is often an excellent indicator of companies on the brink of bankruptcy. Stickney and Weil (2010) assert that most companies fall in the range of 20% to 40% on the cash debt coverage ratio. In fiscal 2007, Amazon.com and Barnes & Noble are safely within the "acceptable" 20% to 40% cash debt coverage ratio range. Overall, this ratio does not suggest a solvency problem for Amazon.com or for Barnes & Noble.
In the solvency section, students should also analyze the current ratio. Amazon.com and Barnes & Noble have fairly healthy current ratios (1.39 for Amazon.com and 1.21 for Barnes & Noble), and both are just under the S & P 500 average of 1.51 as of June 24, 2009 (per the Reuters web site from which benchmark data can be found): http://www.reuters.com/finance/stocks/ratios?symbol=BKS.N. Although both companies' current ratios are below the S & P 500 average, these ratios for Amazon.com and Barnes & Noble are greater than 1 to 1 and consistent with other major retailers. Stickney and Weil (2010) suggest that most U.S. companies have debt to asset ratios ranging from 40% to 60%. Amazon.com and Barnes & Noble both have debt to asset ratios above 60%, which is on the aggressive side. (Amazon.com has an especially aggressive debt to assets ratio of 81.5%.) Students should be asked to consider whether Amazon.com and Barnes & Noble are carrying an appropriate amount of debt on their respective balance sheets.
At this point in the discussion, we generally review the concept of leverage and how greater use of leverage can increase ROE (but can reduce ROE if a company's return on assets is less than its after-tax cost of borrowing). In general, companies with fairly stable earnings can safely take on more leverage and increase ROE, while companies with less stable earnings should take on less debt and reduce the risk of bankruptcy.
Fair Market Value Analysis
Using the P/E ratio, students should be able to see that Amazon.com stock (with a P/E Ratio of 82.7) is more expensive to purchase than Barnes & Noble's stock (with a P/E Ratio of 16.1). For some students, Barnes & Noble's lower stock price (as a multiple of EPS) helps them conclude that Barnes & Noble is the best stock to buy. On the other hand, some students may argue that Amazon.com is the better investment because of its greater sales and EPS growth rates relative to Barnes & Noble. At this point in the class discussion, you may want to have a class vote. Should Saint Francis invest in Amazon.com or Barnes & Noble?
In an introductory Principles of Financial Accounting class at the undergraduate level, students are not usually equipped to delve into forecasting the future earnings/operating cash flows of Amazon.com and Barnes & Noble. Nor can they use present value techniques to "determine" if each stock is overvalued or undervalued (we probably need to leave this for a finance class). On the other hand, with an MBA financial accounting class (or an undergraduate intermediate accounting class) present values will be a familiar topic and the faculty member has the option to get their MBA financial accounting or intermediate accounting students to estimate the "intrinsic" value of Amazon.com and Barnes & Noble stock using present value calculations to determine if each stock overvalued or undervalued.
Analysis Conclusion
Question 4 asks students to conclude their analysis write-up with a discussion as to which company they believed was the better investment as of the end of fiscal 2007. Additionally, students are asked to provide a clear concluding statement as to how the contradictory ROE and EPS information impacted their recommendation.
As to their recommendation of which company is a better investment, our experience shows most students will likely indicate that Amazon.com is the better investment based on the data given in the case. However, there will likely be some differences of opinion. Students who argue that Amazon.com is the better investment will likely focus on this company's greater earnings growth rate and future growth potential. However, students who argue for Barnes & Noble will likely focus their discussion on this company's lower price to earnings ratio (a "value" stock perhaps) and more conservative use of leverage. We have graded student papers based on the quality of their analysis and their write-up and not on their final recommendation of which stock to purchase.
In the final class discussion on this case we have found that students are very interested in the stock price performance of the two companies since the end of 2007. While not part of the formal assignment we have recently been able to note that Amazon.com's stock price has dropped from about $94 to $84 and Barnes & Noble has dropped from about $32 to $22 since the end of Fiscal 2007. (We would recommend that you update this discussion to reflect the current market prices of the two companies). Obviously in the short run, the purchase of either stock yielded a loss, with the bigger percentage loss being Barnes & Noble. With the obvious benefit of hindsight, it can be seen that the best short-run decision would have been to invest the donated monies into a low-risk interest bearing security instead of buying stock in either company.
It is difficult to say what will happen with Amazon.com and Barnes & Noble in the long run. Students may mention that in favor of Amazon.com is the success of Kindle, the rapid growth in Internet book (and CD and DVD etc.) sales, the leadership of CEO Jeff Bezos, and the company's overall dominance of its market. In favor of Barnes & Noble is the fact that it is not as leveraged as Amazon.com, it dominates the brick and mortar part of the book
